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Itishardtoargueagainsttheneed
forgreaterfinancialliteracy.
Buthowcanhouseholdslearn
tomakebetterdecisionsand
towhatextentcanpublicpolicyhelp?
Recenteventsinmortgagemarketshaveplacedfrontandcentertheissue
ofthefinancialliteracyofhouseholds,andwhetherthereisapublic
imperativetoimprovethelevelofsuchdecisionmaking.Byfinancial
literacy,wemeantheabilityofindividualstounderstandthenature
ofthefinancialcontractstheyenter.Specifically,forthosewhoenter
contractstosaveresourcesfortheirownfutures,suchassavingsaccounts,
retirementplans,mutualfunds,andstocks,financialliteracymeansthey
understandtherulesgoverningthepayoffsontheirinvestments.Simi-
larly,forborrowers,financialliteracymeanstheyhaveaclearunderstand-
ingoftheiroptionsandobligationsinvarioussituationsthatmayarisein
boththenearanddistantfuture.Putthisway,itishardtoargueagainst
greaterfinancialliteracy.Therefore,inthisEconomicBrief,wetakeitas
giventhatitwouldbebetter,allelseequal,forhouseholdstobe“more
financiallyliterate.”Therearetwoquestions,then,thatonemustanswer
priortotheimplementationofanypolicy:Howdoweachievegreater
literacy?Andtowhatextentisthisapublicpolicyimperative?The
remainderofthisessayaddressesthesequestionsviaaseriesofsome-
whatmorespecificqueries.
DoEsthEmarkEtfor“ExpErtaDvicE”workmostpoorly
forthEpoor,anDifso,why?
Oneimpetusforpromotingfinancialliteracyisthatmanypeopledonot
havetheexpertisetodifferentiatebetweena“good”anda“bad”financial
product.However,therearemanyproductsthatwebuyeachdaywhose
mechanismwedonotunderstand.Infact,themajorityofconsumer
durables(forinstance,refrigerators,cars,andtelevisions)arebothexpen-
siveandrathermysteriousintheirinnerworkings.Moreover,refrigerators
haveonlyashortwarranty,andyet,householdsseemtoroutinelymake
goodchoicesaboutthem.
So,torationalizefinancialliteracyschemesbyappealingtothecomplex-
ityofmostsuchcontracts,weneedtobeabletoanswerthequestion:
“Whatexactlymakesaloanorinsuranceproductdifferentthanacaror
plumbing,andwhycan’t–orwhydon’tsomepeoplegetgoodadvice?”
Onereasonthatconsumerdurablesdifferfromconsumerfinancialcon-
tractsisthatconcernsbysellersabouttheirreputationmayberelatively
powerfulinconsumerdurablesbecausepeoplerepeatedlypurchase
theseitemsandtheymaycommunicatewithothers.Financialcontracts,
bycontrast,areinfrequentandoftenprivate.Forexample,wemayplan
tostayinmortgagecontractsformanyyears,andmaynottellourfriends
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andneighborsabouttheprecisenatureofterms,oraboutanysubsequent
problemsweface.Asaresult,lendersmaynotinvestasocietallyoptimal
levelofeffortincommunicatingproductattributesinaclearwayto
potentialpurchasers.Indeed,thisistheviewofmanycriticsinthewake
ofhighdefaultratesonrecentlyissuedsubprimemortgages.
Willthepotentiallackofincentivesforfinancialintermediariestoinvestin
thelong-termfinancialhealthofborrowersinevitablyleadtoharm?After
all,financialliteracyeffortsareoftentargetedatthepoor;apresumption
isthatthosewithhighincome“knowbetter.”Butisthisreallytrue,orisit
ratherthatthesetof“reputable”financialintermediariessimplychooses
nottodealwiththehigh-risk(low-income)population?Forexample,a
majorfinancialinstitutionmaysimplybewaryofmakinghigh-riskloans,
asitwillfearbeingevaluatedinthecourtofpublicopinionfollowingthe
high-delinquencyanddefaultratesthathigh-riskloansnecessarilycreate.
Resolvingtheextenttowhichreputationalmechanismselicitgood
behaviorfromfinancialintermediariesisvitaltoconstructingacoherent
strategyforfinancialliteracy.Inarecentpaper,PatrickBolton,Xavier
Freixas,andJoelShapiroarguethatasaresult,thereareplausible
circumstanceswhena“one-stop”bankisbetterforconsumersthana
multitudeoffinancialintermediaries,eachofwhomspecializesina
specificproduct.1 Theproliferationofmortgagebrokers,especiallyinareas
ofconcentratedpovertyandimmigranthouseholds,maythereforehave
notbeenideal.Itisthusimportanttolearnmoreabouttheextentto
whichtargetsforfinancialliteracylackaccesstosuchbankingstructures.
Themoregeneralproblemisthatsellersnearlyalwaysknowmoreabout
theproducttheyaresellingthandopotentialbuyers.Thisfeatureof
transactionsisanotherfactormotivatingthediscussiontoimprove
financialliteracy.Totheextentthatcompetitionamongsellersdoes
notamelioratethis“asymmetry”ofinformation,thereiscausetoworry.
Apossibility,highlightedintheworkofPaulMilgrom,isthatwhenthe
menuofproductsbeingofferedbyaclassofsellers,saybrokers,omits
productsthatwouldbeideal,competitionmaynotsolvetheproblemof
matchingthehouseholdtotheidealcontract.2 Forexample,ifmortgage
brokerslackedthefreedomtosellarbitrarycontractstoinvestors,they
mayrestrictthemselvestoasmallvarietyofcontracts,noneofwhichare
idealfortheirclients.Thesetwopapersaregermanetotheissueoffinan-
cialliteracybecauseeffortsatliteracyarefundamentallyaboutproviding
buyerswithusefulinformationabouttheproductstheymaypurchase.
Itisthereforeimportanttoknowwhenmarketsarelikelytounderprovide
suchinformation.
DowErEallyknow“BaD”financialchoicEswhEnwE
sEEthEm?
Anyfinancialliteracycampaignmustequipconsumerstodifferentiate
betweena“good”anda“bad”financialchoice.However,thechoicesofthe
pooroftenlookonlysuperficially“worse”thanthechoicesoftherich.
Indeed,veryrarely–ifever–dowefindcontractualarrangementsthat
couldnotpossiblybeusefultoahousehold.Whenitcomestoborrowing
decisions,amoregeneralpointis:Allborrowingisagamble,asthefuture
isuncertain.Therefore,anyevaluationoftheappropriatenessofothers’
borrowingchoicesisanevaluationofthegambletheyhavetaken.But
mostofusdonotlikerisk,andpayinsurancecompaniestoprotectusfrom
it.Therefore,weneedtoknowifhouseholdsaretrulytakingbigrisksin
termsofputtingtheirwell-beingatstake,andifso,weneedtoknowwhy.
Whereverhouseholdsaretakingbigfinancialrisks,itisusefultoaddress
theextentthattheyareimplicitlyorexplicitlyprotectedintheeventthat
theriskturnsoutbadly.The recentexperienceof highmortgagedefault
ratessuggeststhatatleastsomehouseholdsmayhavebeencomfortable
withtakingfinancialproductsrequiringlittleornopayments,withthe
clearunderstandingthatifhousepricesfell,theycouldreturntorenting
temporarily.Afterall,defaultrateshavebeenhighestonhighloan-to-
valuesubprimeadjustableratemortgages(ARMs),fewofwhichrequire
substantialdownpayments.Infact,thatispreciselythereasonfortheir
attractivenesstolow-income,low-wealthhouseholds.
Moreover,defaultrateshavebeenhighestonsubprimeARMsissuedjust
beforehousepricesstartedtofall,againconsistentwiththeideathat
thosewithlittleequitystakehadadiminishedinterestinmakingpay-
mentsonamortgagethatwas“underwater.”Ifbycontrast,mortgage
defaultwaspenalizedbydraconianmeasures,suchhouseholdswould
sufferagreatdealmore–butmaybemorecarefulwhenborrowing.
Insum,whenevaluatingtheusefulnessofwidespreadfinancialliteracy
campaigns,itiscrucialtokeepinmindwhathouseholdsplaceatrisk
whenmakingfinancialdecisions.
Moregenerally,cash-flowconsiderationsloomlargeforborrowerswith
lowincome.Forexample,themonthlypaymentonamortgagethat
amortizesveryslowlymaybelowenoughtobeattractivetolow-income
householdseventhoughmuchmoreispaidininterestoverthelifeofthe
loan.Similarly,alow-wealthperson’sdecisiontoborrowat35percent
tofixhiscarisnotautomaticallya“bad”financialchoice.Ifthecaris
necessarytogettowork,thenitisatransactionwhosereturnmayeasily
exceeditscostsforthehousehold–especially,forinstance,ifhealth
insuranceistiedtoemployment.Therefore,ausefulstepinanyoverall
strategytoimprovefinancialdecisionmakingwouldbetoidentifycon-
tractualarrangementsthatare“bad”forhouseholds,regardlessofthe
particularsituationsfacingthem.Oneexampleisthatmanyhouseholds
appeartorevolveexpensivecreditcarddebtwhilealsoholdinglow-
returnsavingsinbankaccounts.Withtheexceptionofincentivescreated
bybankruptcylaw,thisbehaviorseemstobeirrational.Ofcourse,tothe
extentthatsuchchoicesaredrivenbydecisionmakerswho“succumbtoeB09-03
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temptation,”itmaybeusefultosimplyrestrict,ratherthandiscourage,
suchchoices.Indoingso,though,wemustbecomfortableintheknowl-
edgethatsuchrestrictionswillinevitablyeitherrestrictcreditaccessfor
someorforceotherstoseeklessformalandpossiblymoredangerous
formsofcredit.
whatshoulDBEthEscopEoffinanciallitEracy
Efforts?
Oneargumentforactivelyusingpublicresourcestoimprovefinancial
literacyisthatsocietyasawholemaybenefitfromexpandingthepopula-
tionofbetterfinancialdecisionmakers.Inrecentwork,cognitivescientists,
economists,andbiologistshavearguedthatinformation-processing
demandsareoverwhelmingandfarexceedthecapacityofanyinour
species.Withrespecttofinancialcontracts,itisoftenfoundinexperiments
thatthe“framing”ofcontractualtermscanexploitourcognitivebiasesand
sobeusedtoroutinelymisleadpeopleintoenteringcontractsthatthey
wouldprefertoavoid.Lastly,andperhapsmosttellingly,theprofessional
economisthimselfcannotdirectlysolvetheproblemsheposesforhouse-
holds.Instead,heemployspowerfulcomputerstosolveproblemsthat
areputativelyrepresentativeofthosefacedbyhouseholdsindailylife.
Theseweaknessesinhouseholds’decisionmakingthereforeseemfairly
universal,astheyarisefromdeepcharacteristicsofbrainchemistrythat
arecommontomanypeople.Thatis,theyarehardlylikelytobethe
provinceofonlythepoorandill-educated.Nonetheless,fewarguefor
universalimprovementinfinancialliteracy.Instead,currently,most
advocatesandorganizationswhichseektopromoteliteracydosounder
thepremisethatsomesectionsofsocietyaremoredisadvantaged
alongthisdimensionrelativetoothers.
Insum,thecomplexityofdecisionproblemsispotentiallyarationale
foruniversalfinancialliteracytraining,butitdoesnotjustifysingling
outlow-ormiddle-incomehouseholdsforgeneralizedadviceonhow
tomakefinancialdecisions.Instead,itsuggeststhatsomeofourefforts
shouldperhapstaketheformofwidespread“basictraining”similarto
theemphasiscurrentlyplacedonenglishlanguageliteracy.Nonetheless,
aswearguefurtherbelow,thedoorshouldstillbeleftopentotargeted
programsthathelpsomegroupsinthepopulationevaluatetheterms
andconditionsofcomplexfinancialcontracts.
whataBouta“financialDrivEr’slicEnsE,”anDcanwE
improvEDisclosurE?
Asmentionedabove,behavioraleconomistsandotherscientistshave
madeprogressinidentifyinganumberofveryspecificwaysinwhich
peopletendtobehave“irrationally.”Thesefindingsmayholdpromise
forformulatingveryselectiveefforts,suchasasimpletestoffinancial
literacy,aswellasminimallyinvasiverestrictionsoncontractstohelp
largenumbersofpeopleovercomespecificpredispositions.Forexample,
JohnBeshearsandhiscolleaguessurveyabodyofevidencewhichargues
thatmanyhouseholdssavemorewhen“defaulted”intoretirement-
savingsprogramsthanwhentheymustactivelyenroll.3 Insomesense,
theformerarethenbetterofflaterinlife,astheywillhaveaccumulated
savings,andperhapsnoworseoffduringworkinglife,asthosefundsare
availabletothematonlyasmallcost.Therefore,aproductivedirectionfor
financialliteracyeffortsmaybetohelppeopleavoidafewwidespread
formsofirrationality.Thisremainsatopicforfuturework.
Perhapsweshouldinstitutethefinancialequivalentof“driver’sed,”but
theprecedingreasoningsuggeststhatanytestsofcompetencymight
havetobeweak.Asaresult,improveddisclosuremaybemorepromising.
Inthecaseofhomeloans,wemightneedtorestrictatesttoafewcon-
cepts–say,theamortizationimpliedbyagivenmortgagecontract,or
howsuddenchangesinthepaymentrequirementsmightoccurwhenan
ARM“explodes.”giventheearlierdiscussionof“framing,”apotentially
usefulpolicymightbetoimprovedisclosurealongthespecificdimensions
thathouseholdsmaycareaboutmost.Forexample,withanARM,wemay
wantcontractstoconveythecash-flowrequirementsina“worst-case”
scenario.
Moregenerally,insteadoffocusingontestsofaborrower’sfinancial
savvy,wemaywishtoprovideconsumerswithsummaryinformation
aimedatavoidingcatastrophicmistakes.Anexistingexampleofdisclo-
sureistheso-called“SchumerBox,”whichdetailssomesalientfeatures
ofcreditcardcontracts,suchastheannualpercentagerate.Inthecaseof
amortgage,suchadisclosuremightspecifypotentialpaymentrequire-
mentsundervaryinginterestratescenarios,forinstance.Incontrasttothe
concisedisclosureoftheSchumerBox,currentdisclosurerequirements
formortgagesmaywellhavehadadetrimentaleffectinrecentyears,as
theyhavegivenrisetovoluminouscontractsthatmanyfinddifficultto
understand–andeasytoignore.Totheextentthatthecurrentdistress
amongmortgageborrowersoccurredinaneraof“thorough”disclosure,
itsuggestsperhapsthathowwedisclosemaybeasimportantaswhat
wedisclose.Disclosureismostlikelytobeusefulwhenitissimple;as
such,thismaymeanrestrictingdisclosuretoidentifyingonlythemost
seriousconsequencesofenteringanygivencontract.
DowErEallyknowasuccEssfulfinanciallitEracy
EffortwhEnwEsEEit?
Anotherhurdletocrossbeforeendorsingwidespreadfinancialliteracy
effortsistounderstandwhichprogramsaremosthelpful.Indeed,at
presentthereisrelativelylittleresearchontheefficacyofprograms.Itis
easytomeasurethesuccessofprogramswithprecisegoals,butmuch
hardertomeasurethesuccessofprogramsaimedatprovidinggeneral
financialtraining.SomestudieshavefoundthatprogramswithspecificPAge4
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goalshavebeensuccessful,meaningthatpeopleintheseprogramsreach
theirgoalsmorethanthosewhoarenot.Thesamemeasuremustbeused
whenevaluatinggeneralfinancialtrainingprogramsaswell.Onesuch
studybytheFreddieMacConsumerCreditSurveyfoundthatspecific
knowledgeoffinancialtopicshadlittleeffectonthebehaviorsof
consumersandthatconfidenceandabroadunderstandingprovided
greaterfinancialsuccess.Thestudyalsofoundthatconsumersappeared
tobenefitfrompracticalandappliedlearning,suchasadifficultfinancial
experience;however,teachingfinancialliteracyintheabstracttendedto
beineffective.Itseemsthatthosewhochoosetoparticipateinthese
programsgenerallysucceedinreachingtheirgoals.Teachingfinancial
literacytoapersonwhohasnoimmediate,directapplicationmaynot
beaneffectivemethod.Thisraisesthequestionofhowtoreachsuch
households.
howDowEEngagEthEunEngagED?
A2001surveyofconsumerslookedattheeffectivenessofdifferent
meansofinformationdeliveryandmoneymanagement.Itfoundthat
thesourceswhicharemosteffectiveareindividuallyfocusedand
readilyavailable“ondemand”–consumerscouldaccessthematatime
convenienttothem.Onlythemostengagedconsumersfoundagroup
environmenthelpful.Informationinthis“ondemand”formatisreadily
availableontheInternetbothfromtheFederalReserveandother
organizations,butconsumersmuststilltaketheinitiativetolearn.One
mustacknowledgethatitwilllikelybedifficulttoreachthosefinancially
illiterateconsumerswhochoosenottoseekfinancialtraining.Anaddi-
tionalriskarisingfromdisseminatinginformationonfinancialcontracting
isthatof“overconfidence.”Thatis,isalittleknowledgeadangerous
thing?LaurenWillishasarguedthatineschewingmoredirectlegislation
andone-on-onecounseling,merelytalkingaboutliteracycangive
consumersafalsesenseofsecurity,andleadthemtooverestimatetheir
financialsavvy.4 Thisagainseemsanimportantcaveattokeepinmind.
whatisthErElationshipBEtwEEnEconomicanD
financiallitEracy?
Theprecedingquestionofhowtomeasuresuccessinfinancialliteracy
effortsisrelatedtoadeeperissue–namely,economicliteracy.evenwhen
peoplearefullycapableofunderstandingtheirobligationswhenentering
afinancialcontract,towhatextentdotheyunderstandtheeconomic
environmentinwhichtheyoperate?Asmentionedearlier,allborrowingis
agamble,giventheuncertaintyofthefuture.Theimportantquestionis:
Canpeoplemakegoodforecasts?Startingintheearly2000s,whenhouse
priceswererisingveryrapidly,manypurchasedhousesbothasaplaceto
liveandas“investments.”Theranksofthesebuyersincludedmanyfirst-
timehomebuyers,aswellasthosewhousedveryaggressivestrategiesto
borrowtofinancetheir“investments.”Inundertakingsuchastrategy,
householdswerebettingagainstthosewhosoldthemthehouses,andin
somecases,againstthebankswholentborrowerscheapfundsinstead
oftakingonequityinvestmentsthemselvesinrealestate.Asofearly
2006,itbecameclearthatsomeoftheexpectationsforrapidhome-
pricegrowthwouldnotberealized.Totheextentthatmanyborrowers
simplyusedtherecent“pastexperience”asaguidetofuturereturns,
theconsequenceswerebad.
Arelatedpuzzleiswhymanyhouseholdsinsistonpickingtheirown
stocks.Asidefrommanagingataxliabilityandoverallrisk-exposure,the
overwhelmingevidenceisthatsucheffortsareatbestuseless,andat
worstruinous.Thebestpredictoroffuturestockpricesis,roughlyspeak-
ing,thecurrentprice.Onaverage,householdsearnhigherreturnsfrom
investinginbroadstockindicesthanindividualstocks.Financialliteracyis
nottheproblemhere;economicliteracyis.Moreover,theillusionthatone
is“incharge”mayleadtothetypeofoverconfidencementionedearlier.
Forexample,theknowledgeofhowtoexecuteacomplextradeviadesk-
topcomputerathomecanhardlybeusefultoauserwhothinksthatstock
pickingisagooduseoftime.Thelessonhereisthatfinancialliteracyhas
littleornothingtodowiththerisksthatsomemaychoosetotake.Asa
result,evenacomprehensivefinancialliteracyeffortmaynotlowerthe
likelihoodoflargelossesforlargegroupsofhouseholds.
conclusion
InthisEconomicBrief,wehavesuggestedsomedirectionsforfurther
researchbeforecommittingsubstantialresourcestowardatargeted
campaigntoimprovefinancialliteracy.Wethinkthatsuchprogramshave
thepotentialtobeuseful,butshouldalsobeappliedprimarilyinthose
circumstancesinwhichwehavegoodreasontosuspectthatmarket
outcomeswouldleadtounsatisfactoryresults.Wehavealsoarguedthatit
isimportanttobeabletodefineunambiguouslywhatactionsconstitute
“bad”choices,aswellaswhatcriteriatousetodetermineifourefforts
havesucceeded.Wesuggestthatrecentresearchwhichhasuncovered
systematicbiasesindecisionmakingmayproveusefulindeveloping
programsthatsteerhouseholdstowardsounderdecisionmaking–
andmayhelpespeciallyinmakingdisclosuremoreproductive.Finally,
financialliteracywillnotbeasusefulasitcouldbeifnotaccompanied
byimprovedeconomicliteracy.
￿
kartikathreyaisasenioreconomistintheresearch
DepartmentofthefederalreserveBankofrichmond.
annestilwellisaresearchassociateintheresearch
Department.eB09-03
￿ PAge5
EnDnotEs
1Bolton,Patrick,XavierFreixas,andJoelShapiro.2007.“ConflictsofInterest,InformationProvision,
andCompetitionintheFinancialServicesIndustry.”JournalofFinancialEconomics85:297-330.
2Milgrom,Paul.2008.“WhattheSellerWon’tTellYou:PersuasionandDisclosureinMarkets.”
JournalofEconomicPerspectives22:115-131.
3Beshears,John,JamesJ.Choi,DavidLaibson,andBrigitteC.Madrian.2006.“TheImportanceof
DefaultOptionsforRetirementSavingsOutcomes:evidencefromtheUnitedStates.”NationalBureau
ofeconomicResearchWorkingPaper12009.
4Willis,Laurene.2008.“AgainstFinancial-Literacyeducation.”IowaLawReview94:197-285.